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Weekly Watch

Japan’s monetary easing lifts markets

Stock markets were lifted this past week on news of further easing by the Bank of Japan,
along with indications that similar action may be forthcoming by the US Fed. Meanwhile,
Asian currencies remained under appreciation pressure against the backdrop of large
capital inflows to emerging markets and talk of “currency wars”.

Monetary policy meetings in Asia lead sentiment

The past week was light on data, with the few figures that were released pointing to
continued growth resilience in Asia, albeit with slowing momentum. September exports
decelerated in Taiwan to 17.5% y/y (consensus: 26.6% Y/y). Elsewhere in the region,
September CPI inflation in Taiwan bounced-back to a slightly positive figure (0.3% y/y). On
the monetary front, Indonesia and the Philippines stayed on hold, but unexpectedly Japan
cut its target rate to a range between 0-0.1%, and Australia left its interest rate unchanged
despite market expectations of a rate increase.

In the coming week...

A new monthly batch of data for China will be released in the coming week, including trade,
credit growth, property prices, new yuan loans and FDI (see What to Watch). Also, look out
for advanced 3Q GDP in Singapore, September WPI inflation and industrial production in
India, and machine orders in Japan (August). On the monetary front, Singapore will hold its
biannual monetary policy meeting—with markets expecting the MAS to continue its current
appreciation path—and in Korea we expect a 25bp rate hike to 2.50%.
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Japan eases policies

Bank of Japan (BoJ) unexpectedly cut its target rate from 0.1% to a range between 0- 0.1%
Currency appreciation could trigger further regional intervention?

Asian currencies have come under accelerated appreciation pressures in recent weeks
Asia’s inventory cycle is coming to an end

Inventories have fueled economic recovery after crisis period, but this is coming to an end

Source: BBVA Research and Bloomberg



BBVA Research

Markets Analysis

Richard Li
richard.li@bbva.com.hk

Ricard Torne
ricard.torne@bbva.com.hk

Home
Highlights
Calendar

Markets Data

v ¥ v

Asia Weekly Watch
Hong Kong, 11 October 2010

Markets

Liquidity boom bolsters Asian markets

The Bank of Japan (BOJ) decided to step up monetary easing, and its actions have
reinforced market expectations of further quantitative easing by the Fed. Markets are
positioning on the view that the extra liquidity created by the US and Japan will find its way
into emerging markets, especially Asia, given its bright growth outlook, higher interest
rates, China’s expected RMB appreciation and strong sovereign ratings. In response,
Asian currencies have appreciated sharply against the dollar. We do expect capital flows to
continue to flow to Asia in 2011, although with valuations increasingly stretched, markets
could be susceptible to a correction after the November FOMC meeting.

Further monetary easing by the BOJ and the threat of intervention has not stopped the
appreciation of JPY materially. USD-JPY broke the key resistance level of 83 and reached
82.37 on Friday. While the extent of new liquidity injected is small, BOJ has clearly
signaled a more expansionary stance. This is important, as it makes unsterilized
intervention more likely going forward. This could make their currency market intervention
more effective.

A stronger-than-expected jobs market report in Australia renewed expectations of a rate
hike in November, despite the RBA having stayed on hold at its meeting this past week. As
a result, AUD climbed up to a new high against the USD of 0.9816, close to parity. In our
view, unless there is clear upward trend in the coming inflation report, the strong capital
inflows and currency appreciation will slow the pace of rate hikes going forward. Investors
should be watchful of the risk of reversal towards the end of this month.

Many other Asian currencies also touched the strongest level against the dollar this week.
USD-THB broke 30, the lowest since 1997. USD-TWD and USD-MYR also fell below 31
and 3.1 respectively. There were some market corrections of USD-KRW, USD-MYR, USD-
TWD and USD-THB on Friday as investors feared about intervention risks. But as Fed’s
easing continues to be a dominant theme, Asian currencies could climb up further for the
rest of this month. In the interim, Asian central banks are raising their voices on potential
intervention to slow the pace of appreciation

Markets in Asia were mixed last week, lifted by improved sentiment on China’s growth
momentum, resilient regional economic growth, and, in particular, rising confidence that a
new round of QE will spur economic growth in the region and will shore up global economic
recovery. Japan climbed by 2.0% as government measures to support economic growth
bolstered confidence. Moreover, China jumped sharply (3.1%) as they played catch-up
after being closed since October 1 and also on news that Moody'’s is reviewing a possible
upgrade of China’s sovereign rating. On the other hand, India plunged by 0.9% after being
recording weekly gains for five consecutive weeks. Thailand also recorded loses, due to
market speculation of measures to curb capital inflows.
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Japan eases policies

Last Tuesday, the Bank of Japan (BoJ) unexpectedly cut its target rate from 0.1% to a
range between 0 and 0.1%, returning to a virtually 0% interest rate policy. BOJ explained
that the policy is to end deflation and bring about “medium to long term price stability.” The
BoJ also launched a form of quantitative easing through a new asset purchase program of
¥5 trillion (USD60 billion) to buy Japanese government bonds, commercial paper, and
other asset-backed securities. The measures are aimed at bolstering the recovery of the
economy which is losing momentum. The pace of recovery in Japan has been slowing
down since the second quarter of this year, with the recent strength of the Yen threatening
to undermine exports, the main growth driver of the economy. The Yen has appreciated by
more than 10% this year and reached ai5-year high against the USD of 82.4 this week.
Concerned on Yen’s appreciation and the ambiguous global economic outlook, on
Wednesday the BoJ downgraded its economic assessment.

However, the effects of the measures may be limited without structural reforms, especially
in the banking system, which have been a weak spot in Japan for many years. On the
fiscal front, the government recently approved a supplementary budget of 5.05 trillion Yen
(equivalent to $61.33 billion, or 1.1% of GDP), slightly bigger than a previous proposal of
4.8 trillion Yen (see previous Weekly), for the fiscal year through next March. The
government expects it to add 0.6 percentage point to growth. The supplementary budget,
funded without resort to new debt issuance, will focus on providing subsidies and
assistance to unemployed workers, assistance to families, promotion of home renovation
to improve energy efficiency, and incentives to the solar panel industry. The proposal
needs to be approved by Parliament. The scale of further fiscal stimulus is limited by
Japan’s high public debt level of 190% of GDP.

Currency appreciation could trigger further regional intervention?

Asian currencies have come under accelerated appreciation pressures in recent weeks, a
trend seen in other emerging markets and sparking talk of “currency wars.” Among the
currencies in the Asia-Pacific region showing greatest appreciation since the beginning of
September are the Australian Dollar (8.5%), Korean Won (6.3%), Indian Rupee (5.8%),
Taiwan Dollar (4.4%), and Thai Baht (4.3%). In some cases, currencies have reached near
15-year highs against the US dollar.

Three related reasons explain the appreciation of the Asia ex-Japan currencies. The first
relates to underlying fundamentals given the region’s strong growth prospects and current
account surpluses. Second, is a resurgence in capital inflows driven by lax liquidity
conditions in industrial countries—all the more so given the BOJ’s recent move toward
quantitative easing (QE) —and expectations of continued low interest rates in the US and
Europe, as well as prospects for further QE by the US Fed. And finally, a third reason is
expectations of further RMB appreciation, which provides room for currencies across the
region to appreciate. Importantly, however, much of the appreciation reflects US dollar
weakness, and in nominal effective terms, the magnitude of currency appreciation has
been much more muted.

Given the region’s strong growth momentum, Asian policy makers have so far shown a
willingness to allow some appreciation in response to inflows, while at the same time
slowing the pace through fx intervention. However, we see signs that policymakers are
growing weary of further appreciation given the region’s dependence on export growth and
concerns about the health of the global environment. Beyond intervention, measures to
slow currency appreciation have so far been modest. In a number of countries (e.g., Korea
and Taiwan), prudential authorities are reportedly stepping up their enforcement of existing
regulations to prevent currency speculation. In late 2009, Taiwan introduced a ban on
offshore investors from placing funds in time deposits, and more recently last June Korea
introduced measures to limit banks’ forward currency positions and Indonesia introduced
measures to discourage short-term flows into central bank paper. Thailand has just
stepped up efforts to encourage outward investment flows (in late 2006 Thailand
introduced measures to slow currency appreciation).
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Policy sentiment in the region is tilted toward maintaining open capital accounts, and
avoiding direct controls commonly employed in Latin American countries (most recently in
Brazil, with an increase in taxes on foreign bond investors). Nevertheless, it is quite likely in
our view that regional authorities may intensify existing prudential measures and/or
introduce new measures if appreciation pressures persist.

Asia’s inventory cycle is coming to an end

While economic growth across Asia remains strong, momentum is slowing, as expected,
as external demand weakens, and as the inventory cycle runs its course.

Regarding the latter, it is useful to track the shipment-to-inventory ratio as a leading
indicator of export demand. The logic is that when final demand starts to decline,
inventories pile up, causing the shipment-to-inventory ratio to fall. If the decline in final
demand persists, then exports and production will fall with a few months time lag. The
shipment inventory ratio has correctly predicted the fall in Asian exports in 2008 and the
recoveries in 2009. The most reliable inventory data are available for Korea and Taiwan.
And since they are upstream producers in manufacturing (e.g. electronic components,
chemicals, etc.), their ratios may give a more advanced warning in the production chain.

Against this backdrop, the latest inventory data suggests that final demand for Asian
exports is losing momentum, although the pace of the slowdown is still modest. For
example, the ratio in Korea (August 1.02) and Taiwan (July 1.14) is slowing down steadily
for the last few months. The fall in the shipment-to-inventory ratios have largely been
driven by faster increases in inventories rather than pronounced declines in shipments.
The indicators suggest that exports are set to slow in the coming months, but the
moderation is not alarming. With some offset by domestic demand expansion, we expect
Asian economies will settle at around (or slightly above) trend growth in 2011.

Beyond data on shipments and inventories, other indicators support this view. For
example, PMI figures for Singapore in September showed that the index for finished good
stocks jumped to 52.2 from 50.2 in the previous month, and the inventory sub-index of
Korean manufacturing sentiment for October showed an increase in inventories also for a
fifth consecutive month.

Chart 5 Chart 6
Shipment-to-inventory ratio suggest Currency appreciation, a common trend
exports will slow, but not severely in Asia
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China: Property Prices for September (October 11-15)

Forecast: 9.3% y/y Consensus: 8.8% Previous: 9.3%

Property price have been moderating in year-on-year terms for the past four months
following April’s peak of 12.8% y/y, and have been flat in m/m terms. Prices may have held
up in September, despite earlier administrative measures to prevent price bubbles, on
signs that activity in the sector has picked up. The government intensified tightening
measures at end-September to reduce mortgage lending. A higher-than-expected reading

could trigger market worries of further tightening measures, including interest rate
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Le Xia increases, all the more so given recent higher-than-expected readings on PMI and other
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Serena Wang China Date Period Prior Cons.

serena.wang@bbva.com.hk Trade Balance (USD) 13-Oct SEP  $20.03B $17.50B
Exports YoY% 13-Oct SEP  34.40% 26.40%
Imports YoY% 13-Oct SEP  35.20% 25.00%
Actual FDI (YoY) 13-150ct SEP 1.40% 5.70%
Money Supply - M2 (YoY) 11-150ct SEP  19.20% 18.90%
New Yuan Loans 11-150ct SEP  5452B  500.0B
China Property Prices 11-15Oct SEP 9.3 8.9
India Date Period Prior Cons.
Industrial Production YoY 12-Oct AUG 13.80%  9.50%
Monthly Wholesale Prices YoY% 14-Oct  SEP 8.51% 8.50%
Japan Date  Period Prior Cons.
Japan Money Stock M2 YoY 13-Oct SEP 2.80% 2.80%
Machine Orders (MoM) 13-Oct  AUG 8.80% -3.90%
Machine Tool Orders (YoY) 14-Oct SEPF 112.90% --
Industrial Production (MoM) 15-Oct AUGF -0.30% --
Malaysia Date Period Prior Cons.
Industrial Production YoY 11-Oct  AUG 3.20% 5.70%
Malaysia Announces 2011 Budget Plan 15-Oct  23-Apr
Philippines Date Period Prior Cons.
Total Exports (YoY) 12-Oct  AUG 35.90% 30.30%
Total Monthly Exports 12-Oct AUG $4502.5M --
Overseas Remittances (YoY) 15-Oct  AUG -- --
Singapore Date Period Prior Cons.
Advance GDP Estimate (QoQ) 14-Oct  3QP 24.00% -15.70%
Advance GDP Estimate (YoY) 14-Oct 3QP 18.80% 10.80%
Retail Sales Ex Auto 15-Oct  AUG 6.00% 5.40%
Retail Sales (MoM) sa 15-Oct  AUG 3.20% 0.30%
Korea — 7-Day Repo Rate, October 14 Current

Home

Markets

Highlights

Markets Data

L B A A

We expect interest rates will increase by 25bps

Singapore —Monetary Policy Meeting, October 12-14
We expect MAS will continue its current appreciation path
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria,
S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the report and are subject to changes
without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, or to
undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such specialized
advice as may be necessary. The contents of this document are based upon information available to the public that has been obtained from sources
considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either express or implicit, is
given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses arising from the use of the
document or its contents. Investors should note that the past performance of securities or instruments or the historical results of investments do not
guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should
be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can involve
high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the amount of
initial investment and, in such circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking
any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and risks implied by the
same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be limited or even not
exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to,
directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities,
provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders,
executives or employees, or may have interests or perform transactions in those securities or instruments or related investments before or after the
publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its clients
that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing
businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied,
photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may
be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited
by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

This document is provided in the United Kingdom solely to those persons to whom it may be addressed according to the Financial Services and Markets
Act 2000 (Financial Promotion) Order 2001 and it is not to be directly or indirectly delivered to or distributed among any other type of persons or entities. In
particular, this document is only aimed at and can be delivered to the following persons or entities (i) those outside the United Kingdom (ii) those with
expertise regarding investments as mentioned under Section 19(5) of Order 2001, (iii) high net worth entities and any other person or entity under Section
49(1) of Order 2001 to whom the contents hereof can be legally revealed.

The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and,
indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business; nevertheless, they
do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA and the rest of entities in the BBVA Group which are not members of the New York Stock Exchange or the National Association of Securities
Dealers, Inc., are not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to prevent
and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security Market
Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.



